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A Perceived Trend in Modern International Financial
Regulation: Increasing Reliance on a Public-Private
Partnership
PROFESSOR JOSEPH

J.

NORTON*

1. Introduction: Globalization and its Discontents
A perceived trend in the context of international economic activities is the shift towards
forms of privategovernance or at least greater reliance by the public sector on private sector
involvement This article observes this trend in the area of international banking regulation
and supervision.' It is concerned with what the author perceives to be an evolving "public-

private partnership" among governments, banking authorities, and large and complex banking organizations (LCBO), referred to below as "elite banks," with respect to fundamental
dimensions of modern international financial regulation.' Because of time and space constraints, this article will focus solely on this trend in the context of the international regulation and supervision of the modem genre of financial institution risks. 4 However, the
author's informed intuition suggests that this trend can be detected and analyzed in other

'SJ.D., D.Phil, LLD (h.c.). James L. Walsh Distinguished Faculty Fellow and Professor in Financial Institutions Law, SMU Dedman School of Law, Dallas, Texas and Sir John Lubbock Professor of Banking Law,
CCLS, Queen Mary, University of London. The author would like to express his appreciation for the substantial input and comments provided by his colleagues, Dr. H. M. Shams, and Mr. C. D. Olive. This article
is derived from a 1997 research study conducted by the author and Mr. Olive (seenote 3 infra), and a recent
2002 paper presented with Dr. Shams (see note 10 infra) for an Oxford University Press Symposium on "Law
and Privatization" (2002).
1. For background of this trend as embedded in the ongoing modern "globalization processes," see Heba
Shams, Law in the Context of"Globalization":A Framework ofAnalysis, 35INT'L LAw. 1589(2001). Astofinancial
markets, see Douglas W. Arner, Globalisationof FinancialMarkets: An InternationalPassportfor Securities Offerings?
35 INT'L LAW. 1543 (2001).
2. See generallyJOSEPH JUDE

NORTON, DEVISING INTERNATIONAL BANK SUPERVISORY STANDARDS

(1995).

3. Joseph J. Norton & Christopher D. Olive, The OngoingProcess ofInternationalBank Regulatory and Supervisory Convergence: A New Regulatory-Market "Partnersbip",116 ANN. REV. BANKING L. 67 (1997) [an
abbreviated, but revised and updated version also appeared in 1J. INT'L FIN. REG. 16 (2000)].
4. See Symposium, Law-Based Nature of the New International FinancialInfrastructure, 33 INT'L LAW. 847
(1999); J. B. A-rrANASIO & J. J. NORTON (eds.), A NEW INTERNATIONAL FINANCIAL ARCHITECTURE: A VIABLE
APPROACH? (2001).
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areas of international financial regulation including international capital markets, corporate
governance, economical/financial criminality, and anti-terrorism issues.5
The rise of LCBOs through consolidation and diversification into new activities and risks
has been swift and defining over the past decade. 6 This consolidation trend of LCBOs will
most likely continue, as new legislation recently enacted by the United States and other
major financial jurisdictions (e.g., Japan and Korea) paves the road to even more powerful
and diverse financial institutions in the form of "financial holding companies."7
In this sense, these LCBOs and financial conglomerates (sometimes referred to as LCFIs,
"large complex financial institutions")8 will be the major "actors" in international financial
transactions and markets. 9 In specific terms, as to these "actors," financial transactions and
markets, this article explores the notion of a "risk-focused" supervisory regime coupled
with a "self-regulatory" regime (i.e., "qualified self-regulation") as a modern manifestation
of and a trend towards "a quasi or partial privatization" of what traditionally would have
been the exclusive domain of government.' 0
H. The Subject-Matter of Risk-Focused Bank Regulation/
Supervision: The Backdrop
The evolution of bank activities and the development of bank regulatory and supervisory
frameworks on domestic, regional, or international bases have been underscored by frequently occurring periods of distress and crises throughout recent history." The recent
Asian, Russian, Turkish, Argentine, and Brazilian financial crises and their globally contagious impact are but several contemporary examples." Even developed countries and re-

5. See, e.g., Symposium, Terrorism'sBurdens on Globalization, 36 INr'L LAW. 1 (2002).
6. See Joseph J. Norton & Christopher D. Olive, A By-Product of the Globalization Process: The Rise of CrossBorder Bank Mergersand Acquisitions- The U.S. Regulatory Framework, 56 Bus. LAW. 591 (2001). See also Andrew
Crockett (Chairman of the Financial Stability Forum), Statement at International Monetary and Financial
Committee Meeting (Apr. 29, 2001); Lawrence H. Meyer, Remarks before a National Bureau of Economic
Research Conference: Supervising LCBOs: Adapting to Change (an. 14, 2000).
7. See, e.g., Gramm-Leach-Bliley Financial Modernization Act, Pub. Law. 106-102 (codified at 12 U.S.C
(1999) on bank modernization and creating regulated FHC possibilities, previously in U.S. there were only
regulated bank holding companies). Also in 2002, Korea legislated such possibilities. See BYuNG-TAE KIM,
KOREA'S BANKING LAw REFORM: POST ASIAN CRISIS (2002).
8. LCBOs are, in effect, a type of "financial conglomerate" with the bank as the center-piece. The LCFIs
would be financial conglomerates that might be dominated by another type of financial institution, such as a
specialties firm or insurance company.
9. On financial conglomerates, see generally George A. Walker, The Law of FinancialConglomerates: The
Next Generation, 30 INT'L LAw. 57 (1996); and LUTGART VAN DEN BERCHE (ed.), FINANCIAL CONGLOMERATES:

NEw

RULES FORNEw PLAyERs?

(1995).

10. See Joseph J. Norton & Heba M. Shams, Privatisation in Modern Bank Regulation, presented in Oxford
University Symposium on Privatisation and the Law (Wolfson College, Dr. M. Litkosky, Coordinator) (June
2002).

11. See generally CARL-JOHAN

LINDGREN ET AL., BANK SOUNDNESS AND MACROECONOMIC POLICY

(1996). Cf,

recent efforts to address these problems through the creation of a "new international financial architecture."
On this, see J. B. ATrANASIO & J. J. NORTON (eds.), THE NEw INTERNATIONAL FINANCIAL ARCHITECTURE (Sir
Joseph Gold Memorial Series 2001); Symposium, Law-Based Nature of the New InternationalFinancialInfrastructure, 33 INT'L LAW. 847 (1999).
12. See DOUGLAS ARNER ET AL., FINANCIAL CRISES IN THE 1990s (2002). See also JosephJ. Norton, The Modern
Genre of InfrastructuralLaw Reform: The Legal and PracticalRealities-The Case of Banking Reform in Thailand,
55 SMU L. REv. 235 (2002).
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gions have not been immune. In particular, banking authorities in the United States and
Japan have encountered systemic periods of distress and crisis while attempting to maintain
the "safety and soundness" of their respective banking and financial systems and specific
banking institutions. The U.S. thrift and banking crisis of the 1980s and early 1990s, as
well as temporary crises generated during the financial market turbulence of 1998, graphically illustrate this point. 3
Yet, within and through these recurring periods of crisis, banking activities have continued, over the past several decades, to evolve from traditional deposit-taking and lending
activities into a diverse range of non-traditional counterparty activities that transverse the
entire sphere of financial products and services. The "traditional" bank lending and depository activities are becoming less significant, relegated more or less to "relationship
banking," as global competition leaves banking institutions with diminishing opportunities
to profit from traditional business lines.' 4 In particular, the U.S. banking industry and especially LCBOs have experienced extraordinary growth and diversity over the past two
decades into new activities through rapid advancements in information technology, telecommunications, and financial innovation, as well as through deregulatory initiatives from
the respective U.S. banking authorities."
The U.S. banking industry's expansion into new and increasingly complex activities has
significantly increased competition both within the banking industry (LCBOs in particular)
and between the banking industry and other financial service industries, particularly securities and insurance. 6 This enhanced competition, in turn, has facilitated systemic consolidation within the banking and financial services industries. 7 The result of this consolidation is the relatively recent formation of a distinct class of LCBOs undertaking complex
risks in conducting sophisticated financial activities, services, and products across increasingly volatile financial markets.'1 The expansion of LCBOs into non-traditional and diverse
activities and cross-border structures has established even more diverse and complex risks
and linkages within and among banking systems and financial markets in developed and
developing nations alike.' 9
These risks and linkages have expanded also the nature and scope of banking-customer
relationships particularly over the past decade. LCBO underwriting, dealing, issuing, and

13. See e.g., G. N. OLSON,

BANKs

IN DISTRESS: LESSONS FROM THE AMERICAN EXPERIENCE OF THE

1980S

(2000); Symposium, The S&L Crisis: Death and Transfiguration,Annual Survey Issue on FinancialInstitutionsand
Regulations, 59 FoRnHAza L. REv. SI (1991); L. WILLIAM SEIDMAN, FULL FAITH AND CREDIT: THE GREAT S&L
DEBACLE AND OTHER WASHINGTON SAGAS (1993) (former FDIC Chairman memoirs of the U.S. S&L and
banking crises).
14. Marc R. Saidenberg & Philip E. Strahan, Are Banks Still Importantfor FinancingLarge Businesses?, in
Federal Reserve Bank of New York, CURRENT ISSUESINECONOMICS AND FINANCE, vol. 5, no. 12 (Aug. 1999).
15. See Laurence H. Meyer, Board of Governors of the Federal Reserve System, Market Discipline as a
Complement to Bank Supervision and Regulation, Statement at the Conference on Reforming Bank Capital Standards (June 14, 1999).
16. Joseph Norton & Christopher Olive, Regulation of the SecuritiesActivities of Banks: A Comparisonof U.S.
DeregulationandJapanese Liberalization, in INVESTMENT
DENER & PHILIP MOLYNEUX eds. 2d ed., 1996).

BANKING: THEORY AND PRACTICE (EDWARD

P. M. GAR-

17. Susan M. Phillips & Alan N. Rechtschaffen, InternationalBanking Activities: The Role of the FederalReserve
in Domestic CapitalMarkets, 21 FORDHAM INT' LJ. 1754, 1760 (1998).
18. Comptroller of the Currency, Advisory Letter No. 99-4, Leveraged Lending (May 3, 1999) (reviewing
breakdowns in lending discipline).
19. See generally ROBERT C.

EFPROS

(ed.),

CURRENT LEGAL ISSUES AFFECTING CENTRAL BANKS,

vol. 5 (1998).
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proprietary trading activities in capital markets, structured finance markets, and over-thecounter (OTC) derivatives markets has become the new "engine" of the modern global
banking business.20 Thus, advances in technology and financial innovation, as well as deregulatory initiatives of the U.S. banking authorities, which eventually set the stage for the
enactment of dramatic financial modernization legislation in 1999, have consistently expanded the range of activities and risks conducted by large banks and LCBOs. These activities and risks, particularly activities involving, and risks arising in connection with, OTC
derivatives and structured financial products, have increasingly refined LCBO and supervisory methodologies for measuring and managing risk.
The evolution of LCBOs as a cognizable class has occurred often through opaque maneuvering by the Basel Committee on Banking Supervision (the "Basel Committee"), the
key Central Bank Supervisors [e.g., the U.S. Board of Governors of the Federal Reserve
System (FRB), and the U.S. Comptroller of the Currency (OCC, a bureau of the U.S.
Treasury Department)] in support of continued global banking industry consolidation.i In
the global bank supervisory context, the evolution of LCBOs has been explicitly addressed
and implicitly supported through consistent efforts of the Basel Committee on several
fronts. First, the Basel Committee has recognized certain LCBOs as "financial conglomerates," and has worked jointly since 1995 with the International Organization of Securities
Commissions (JOSCO) and other authorities through the "Joint Forum" platform to develop regulatory and supervisory guidance on handling these institutions. Second, the Basel
Committee has increasingly issued guidance that focuses on global bank risk management
and internal control systems, as well as public and regulatory disclosure of complex activities
and risks arising from such activities. Third, the Basel Committee has increasingly vested
discretion in LCBOs to identify and to measure risk, subject to generally objective criteria
using "internal models," such as through the Market Risk Amendment to the Capital Accord and in the more recently proposed modifications to the credit risk-based provisions
of the Capital Accord. Fourth, the Basel Committee has recently proposed major revisions
to the Capital Accord in an attempt to refocus emphasis with respect to global banks.22
In effect, the Basel Committee and key national bank regulators attempt to meet the
challenges presented by the global banking consolidation trend and new complex activities
and risks by developing and implementing distinct "risk-based supervision" frameworks.3
By this, they redirect examination techniques to emphasize risk management and internal
control systems, as opposed to determining through transaction testing and other static
means whether a bank or LCBO is operating in a safe and sound manner at a given time.

20. Phillips & Rechtschaffen, supra note 17, at 1765-66.
21. See generally Lisa M. DeFerran & David E. Palmer (members of the FRB's Division of Banking Supervision and Regulation), Supervision of Large Complex Banking Organizations,Fed. Res. Bull. 87 (Feb. 2001).
22. The Basel Committee maintains a comprehensive Web site, through the Bank for International Settlement, which contains a "compendium" of documents provided by the Basel Committee on Banking Supervision, along with a full collection of Basel Committee "publications" (Nos. 1-93 from March 1982 through
October 2002), joint publications, newsletters, and Working Papers. See http://www.bis.org/publ.htm.
23. Federal Reserve Board, SR 97-24, Risk-Focused Framework for Supervision of Large Complex Institutions (Oct. 27, 1997) and related SR 99-15 and 99-18 (1999); and Joint Forum on Financial Conglomerates,
Supervision of Financial Conglomerates, Basel Committee Publications No. 47 (Feb. 1999) (consultation documents on "financial conglomerates" released by the Basel Committee), available at http://www.bis.org/publ/
bcbs34.htn. See also Professor Howell E. Jackson & Cameron Half, Background Paper on Evolving Trends in the
Supervision of FinancialConglomerates (Harvard Law School, June 2002) (draft) (copy on file with author).
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This evolution to risk-focused supervision is a direct response to dramatic changes in the
banking industry and the rapidly declining time in which risk profiles can change significantly. The risk-focused supervision approach is intended to be more "forward looking"
than the "transaction testing" approach, and to focus on bank risk management practices
and internal control systems to manage current and prospective risks. The risk-focused
approach facilitates the development of supervisory plans that are tailored for each individual bank or LCBO risk profile and organizational structure.
I. The "Public-Private Partnership" Notion
A.

IN GENERAL

The expansion and diversification of large banks and LCBOs into complex activities and
cross-border structures through consolidation has generally separated certain global banks
and LCBOs into a fairly small class of global banking organizations (i.e., "elite banks"
referred to above). The majority of global bank resources are undoubtedly concentrated in
certain of the elite banks. The elite banks are engaged in intense global competition in all
activities, have complex cross-border organizational structures, and undertake increasingly
greater and more complex risks to enhance revenues and profits.24 The elite banks are the
primary vehicles for the transmission of government monetary, credit, and exchange rate
policies, and hold significant assets and counterparty linkages throughout global banking
and financial markets.
Therefore, home and host nation authorities are either directly or indirectly subjected
to a "public-private partnership" to some extent with the elite banking industry. The elite
banks are the institutional fabric that connects domestic and international banking and
financial markets through their credit, intermediary, and proprietary functions. As such, the
vestiges of this public-private partnership define the parameters of elite bank regulation
and supervision. This "partnership" may not necessarily exist between governments and
other financial institutions, although this point is certainly debatable with several of the
largest and most complex securities and insurance conglomerates at this time.
1. The "Special Relationship"
The distinguishing implementation of elite bank regulation and supervision in the form
of a public-private partnership is premised in part on the uniquely complex risk profiles,
and global capital and organizational structures, of elite banks as compared to other nonbank financial institutions." For example, elite banks maintain a complex funding profile
that consists, to a significant extent, of customer and interbank deposits withdrawable on
demand, short-term debt relationships derived from capital markets, and significant
counterparty linkages developed through securitization and OTC derivatives markets.

24. SeeLaurence H. Meyer, Moving Forwardinto the 21st Century, Remarks at the Conference of State Bank
Supervisors (June 3, 1999) (stating that the FRB began "sharpening its focus" on twenty U.S. banks and ten
international banks last year in response to their increasing size and complexity), available at http://
www.bog.frb.fed.us/boarddocs/speeches/1999/19990603.htm.
25. See, e.g., Edward W. Kelley, Jr., Board of Governors of the Federal Reserve System, Are Banks Still
Special?, presented at the Seminar on Banking Soundness and Monetary Policy in a World of Global Capital
Markets, International Monetary Fund, Washington, D.C. (Jan. 29, 1997) (on file with author). The genesis
of the author's interest in this theme of "public-private partnership" is Norton & Olive, supra note 3.
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Further, elite banks generally maintain substantial degrees of leverage relative to capital. In
addition, bank loan and other credit assets, which represent a significant percentage of total
assets, are generally more illiquid than securities and other financial instruments held by
26
securities firms or other financial institutions.
The elite banks are also generally either implicitly or explicitly, supported by some form
of explicit or implicit government "guaranty" to prevent or mitigate the systemic effects of
bank insolvency, such as a deposit insurance scheme or other guaranty of deposit/lending
obligations. Deposit insurance or government guarantees to elite banks exist in order to
contain the real (or perceived) threat of contagion and potentially enormous macroeconomic costs of liquidity problems in times of market stress 7 The uncertainty and inconsistency over primary and secondary market credit valuations of elite banks and their respective assets, liabilities and hedging transactions, however, necessarily leads to more
difficulty and less transparency in determining the financial condition of an elite bank at
any given time.28 Nonetheless, the range of elite bank activities involving other nontraditional, complex financial services and products clearly extends the scope of explicit or
implicit safety nets.29
The elite banks should, therefore, be viewed as "special" institutions; and these factors,
along with the credit, intermediary, and proprietary functions necessitate that governments
and elite banks are bound by certain flexible constraints inherent to the partnership.
The parameters of their partnership are worth exploring; and, although the theoretical
and practical examination of these parameters is currently in its infancy, several observations
may be noted. First, the partnership is both formal (established through banking laws,
regulations, and other supervisory guidance) and informal (established through certain supervisory and market practices and understandings not necessarily reduced to writing).
Second, there are various responsibilities of the partnership to be fulfilled by governments
and/or banking authorities. Third, there are various responsibilities to be fulfilled by the
elite banking institutions in this configuration.
2. The Governments and/or Banking Authorities

Banking authorities have the incentive to avoid undertaking regulatory or supervisory
actions that unnecessarily hinder opportunities for their constituent elite banks to remain
competitive and profitable on a domestic or international basis. Instead, the banking authorities maintain the incentive to support and to enhance elite bank opportunities to diversify into new activities and otherwise to earn greater profits so long as the risks arising
from such activities are not per se disproportionately excessive or beyond the scope of supervisory oversight. For example, the U.S. banking authorities have engaged, consistently
and actively, in deregulation to ensure that large banks and LCBOs remain able to increasingly engage in nonbank activities. The U.S. banking authorities also strive to achieve a
balance in regulating and supervising foreign banking organizations operating in the United
26. See, e.g., Thomas Glaessner & Ignacio Mas, Incentives and the Resolution of 3f Bank Distress, 10 WORLD
BuANKRESEARCH OBSERVER No. 1 53-73 (1995).

27. See, e.g., George G. Kaufman, Bank Failures, Systemic Risk, and Bank Regulation, FEDERAL RESERVE BANK
(Working Paper No. 96-1, 1996).
28. See generally Group of Thirty, InternationalInsolvencies in the FinancialSector; A Study Group Discussion
Draft (1996).
29. See generally James R. Smoot, Striking Camp and Moving to Higher Ground: The Hazardous Subtletiesof
"Subtle Hazards" in Bank Regulation,4 GEo. MASON L. REV. 21 (1995).
OF CHICAGO WORKING PAPER SERIES IN FINANCIAL REGULATION

VOL. 37, NO. I

INCREASING RELIANCE ON A PUBLIC-PRIVATE PARTNERSHIP

49

States to promote "level playing fields" and to ensure that U.S. banking organizations
receive equal access to foreign markets. These U.S. regulatory incentives are supplemented
by prudential "safety and soundness" considerations through appropriate administration of
risk-based to capital requirements.
Banking authorities arguably maintain certain interesting incentives as part of this partnership. For instance, banking authorities have the incentive to ensure that monetary policy
objectives do not unnecessarily create undue conflicts between their constituent LCBO
industry and bank regulatory and supervisory objectives. The banking authorities would
necessarily desire to avoid implementing policy objectives that would submit the banking
system to unnecessary macroeconomic volatility, asset-liability or foreign exchange mismatches, or inflationary expectations that would fuel asset price bubbles and speculative
lending or derivatives such that the policy objectives disadvantage or threaten the banking
system. 0
Banking authorities also generally lack the expertise or resources available to elite banks
and, therefore, have the incentive to seek out the counsel and advice of constituent elite
banks on issues pertaining to monetary, supervisory, and regulatory policies prior to or
during their implementation. Banking authorities further have the incentive to alert and to
protect their constituent elite banks from risks or conditions that may not be entirely within
their ability to control, such as political risk of untimely or inappropriate government action. Banking authorities also have the incentive to create, promote, and enhance "market
discipline" mechanisms for elite banks to engage in "self" and "collective" regulation and
supervision of risks that are generally within their ability to control.
Finally, banking authorities have the incentive to punish or to eliminate the demonstrably
reckless partners of the partnership or to facilitate their consolidation into other stronger
banking institutions so that the partnership may continue to evolve. Effectively, banking
authorities have every incentive to address the most problematic or systemic issues that
arise with their constituent banking organizations largely out of the public domain where
they can be handled "appropriately" with as much discretion as possible and without the
onset of destabilizing or politically motivated intervention.
3. The Elite Banks
The elite banks have the incentive to work with the banking authorities, directly or
indirectly, to ensure that monetary, supervisory, and regulatory policies are effectively balanced, developed, and implemented. The elite banks also have the incentive, implicitly or
explicitly, to engage in political action or inaction to protect and to support their respective
banking authorities when they come under political scrutiny for risks undertaken by the
banks. The elite banks allow banking authorities to view the "secrets of the temple," including sensitive proprietary information such as risk management and internal control
systems, in order to protect against risks within their control and anticipate risks beyond
their control. Finally, and perhaps most importantly, the elite banks have the incentive to
assist banking authorities in preserving the safety and soundness of the domestic and international banking system through non-transparent but quasi-orderly workouts of large

30. A most difficult concept to address is how developing nations should adjust their macroeconomic and
exchange rate policies to address volatile private capital flows. See, e.g., Hearing on Proposalsfor a New International FinancialArchitecture, Committee on Banking and Financial Services, U.S. House of Representatives
(May 20, 1999) (testimony from various experts).
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distressed borrowers and other counterparties (such as OTC derivatives counterparties).
The elite banks and their respective banking authorities, in turn, work with governments
and international financial institutions (IFIs) to ensure ultimately that large borrowers or
counterparties in distress are dealt with "appropriately."
4. A Symbiotic Framework?
The "public-private partnership" evidences particular understandings between elite
banks and their banking authorities that represent a form of a symbiotic framework of "safe
passage" among and between them. The partnership parameters are defined through the
bank regulatory and supervisory frameworks as well as the implicit balances of power that
necessarily exist between elite banks and banking authorities. As the elite banks represent
crucial policy vehicles to their respective governments, the government authorities conducting monetary policy and the banking authorities conducting bank regulation and supervision (to the extent that such agencies are separate) have every incentive to ensure that
their constituent elite banks remain sound, competitive, and robust. The elite banks presumably prefer to have discrete self-regulatory frameworks, but may also desire supervisory
oversight relationships as additional checks and balances against complex risks overtaking
their risk management and internal control systems.
The elite banks are already subject to an extensive global regulatory and supervisory
framework. The current global bank regulatory and supervisory framework is nonetheless
arguably tilted in favor of elite banking interests versus the interests other bank classes. In
other words, banking authorities naturally seek to implement and to enforce regulatory and
supervisory policies so as to enable the elite banks to:
* engage in bank and nonbank activities that present maximum opportunities for profit;
* diversify within and among different lines of business to maintain competitiveness;
* remain relatively free of unnecessary government restraints, burdens and costs that
work against these objectives;
* maintain access to necessary funding and certain protections in times of crisis (such as
government liquidity or intervention guarantees or deposit insurance); and
* simultaneously develop, implement, and enforce effective risk management and internal
control systems and preserve capital to cushion losses from those activities.
The larger and more influential elite banks, the interests of which are more readily
acknowledged and addressed by the political and regulatory processes (but nonetheless are
aligned in most respects to the partnership) presumably enjoy a stronger and more mutually
beneficial relationship with their respective banking authorities. The banking authorities
ar-e often faced with external market shocks and monetary, supervisory, and regulatory policy
decisions where a given policy decision would likely affect different banks and economic
sectors or regions differently, or otherwise might diminish the profit opportunities of the
elite bank class as a whole. If conflicting policy decisions become self-evident, then banking
authorities presumably would tend to adopt policies that favor the interests of the larger
and more influential elite banks, perhaps to the detriment of the smaller and less influential
banks, economic sectors, and safety and soundness concerns. The larger and more influential elite banks have global interests spread across the international financial markets. The
safety and soundness of elite banks is enormously important to the banking authorities;
once again, perhaps to the detriment of other banking institutions and economic interests.
The reality is that more influential elite banks, in all likelihood, exert greater influence upon
VOL. 37, NO. 1
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banking authorities than the authorities exert upon them. Accordingly, to the extent that
elite banks and banking authorities diverge on issues affecting the partnership, the elite
banks would presumably exert far greater influence on the banking authorities to set agendas
and priorities as such.
These basic deductions are supplemented by the realization that the larger and more
influential elite banks have considerably greater financial and intellectual resources at their
disposal than the government agencies in terms of expertise in dealing with increasingly
complex and global risk exposures. The subtle conclusion here is that, notwithstanding
regulatory influence upon elite bank risk management infra-structures and upon associated
risk-focused supervision, banking authorities arguably may have little choice in the mediumto long-run but to defer to "market discipline" to have a greater impact on elite bank
"business judgment" in such matters than risk-focused supervision (or to form a primary
element of risk-focused supervision). The reliance on "market discipline" as an element of
risk-focused supervision for elite banks may render bank regulatory frameworks as mere
parameters for the partnership to address problems after they arise, as supplemented by
close supervisory oversight of and implication of public disclosure requirements on elite
banks to ensure that potentially significant problems are anticipated and pre-empted by
market forces before they arise. The concepts of close supervisory oversight, enhanced
regulatory enforcement of risk management and internal control systems, and, most importantly, the use of "market discipline" through elite bank public disclosures of certain
risks or structural characteristics, should be used to rebalance the partnership parameters.

31

IV. Public-Private Partnership Dynamics
The parameters of this public-private partnership become especially dynamic, such as in
the United States, where different classes of banking interests exist and similar banking and
financial conglomerates are subjected to different strains of regulatory and supervisory oversight by different and/or multiple government financial authorities. In recent history, the
U.S. financial authorities lacked uniformity in how they work with, supervise, or regulate
their respective financial organizations, both within and beyond the United States. Thus,
"supervisory and regulatory arbitrage" opportunities existed in legion on domestic and

international bases.32
The elite banks have had every incentive to (and generally do) exploit such arbitrage
opportunities through financial and legal innovations. In fact, the financial authorities often
encouraged such behavior with respect to authorizing their respective institutions to diversify into new activities, and to devise new financial structures at different times and in
different ways. The regulatory and supervisory arbitrage opportunities place the financial
authorities in the situation where they have had to compete with each other, from a "regulatory jurisdiction" perspective, in order to preserve the rationale for their existence."

31. See generally DeFerrari & Palmer, supra note 21, which discusses all key, related FRB supervision and
regulation (SR) letters from 1999 through 2000.
32. See generallyJames R. Barth et al., Commercial Banking Structure,Regulation, and Performance:An International Comparison, OFFICE OF THE COMPTROLLER OF THE CURRENCY WORKING PAPER 97-6 (1997).

33. See, e.g., Joseph J. Norton, The Glass-SteagallAct and Related Legislative Reform in the United States:NonLegislative Bank Deregulationand Modernization-TheRecent Comptrollerof the Currency "Op-Sub" Regulation, 14
BANK & FIN. L. REV. 1 (1998); Bevis Longstreth & Ivan E. Mattei, OrganizationalFreedom for Banks: The Case
in Support, 97 COLUM. L. REV. 1895 (1997); Phillips & Rechtschaffen, supra note 17, at 1759-60.
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As partnership parameters, such as described above, become more dynamic, however,
special interests involved in the banking and financial service industries become increasingly
vested in the legislative and regulatory processes. The elite banking interests become more
entrenched, and fight to prevent losses of market share or explicit or implicit regulatory
subsidies that previously sustained them. The elite banks continuously search the world
over for business opportunities abroad that they might be limited or prohibited from conducting within their home nations, and they press their interests forward with foreign
governments to establish and protect their opportunities and interests. This is particularly
evident as one realizes the enormous opportunities for regulatory arbitrage and regulatory
jurisdictional ambiguities existing at the international level, particularly between and among
developing nations with far less transparent and less meaningful regulatory and supervisory
frameworks1 4 The consistent exploitation of regulatory arbitrage opportunities by elite
banks effectively forces developing nations to take measures to protect their domestic banking and financial service industries from foreign influence and control, which cuts against
any incentives for establishing meaningful international "free trade" in banking and financial services.
The modern public-private partnership also consistently provides elite banks with incentives consistently to "push the envelope" of complex risk-taking in their activities. The
development and implementation of legitimate risk management and internal control systems becomes most critical as elite banks and national banking and financial systems consistently encounter periods of systemic risk, distress, crisis, and failure. Banking and financial
system crises generally have multiple and diverse causes and any given crisis generally cannot be explained by a single cause. The causes of any such crises usually arise from basic
ambiguities, gaps, omissions, or outright failures to perform under the public-private partnership by elite banks or banking authorities. The basic ambiguities, gaps, or failures to
perform under the partnership generally results in "boom-bust" periods underscored by
elite bank credit, market, operational, or other risk exposures in excess of what they can or
will adequately manage and, therefore, tend to cause the banking authorities to react or to
intervene only on an "after the fact" basis."
The banking authorities' reaction to "boom-bust" periods and to excessive risk-taking
may be to intervene directly or indirectly in an untimely and/or inappropriate manner
through monetary, supervisory, or regulatory policy. The intervention methods themselves
may incorporate "lessons learned" from risk management and internal control failures in
the short run, but likely will reinforce "moral hazard" incentives in the longer run to inadvertently encourage elite banks to continue to engage in excessive risk-taking without
meaningful risk management and enforcement of internal control.
The basic decision of a banking authority to intervene comes down to another "business
judgment"; should the authority intervene directly or indirectly and meaningfully address
the situation, or otherwise should it engage in forbearance and trust that the elite bank or
banks will address the perceived inequities? The nature and extent of the business judgment
is related necessarily to the following conceptual questions. First, how and on the basis of

34. See,e.g., Morris Goldstein & Philip Turner, Banking Crises in Emerging Economies: Origins and Policy
Options, BANK FOR INTERNATIONAL SETTLEMENTS ECONOMIC PAPER No. 46, available at http://www.bis.org/pubecon46.pdf (1996).
35. See generally Banking Soundness and Monetary Policy: Issues and Experiences in the Global Economy Papers
Presented at the Seventh Seminar on Central Banking (Charles Enoch & John H. Green eds., 1997).
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what information should elite bank risk management and internal control systems be continuously supervised and evaluated by banking authorities over time? Second, how can the
credit, market, and operational risks undertaken by an elite bank be measured and its capital
adequacy evaluated in real time? Third, how can elite bank senior management be held
accountable for meaningful deficiencies in risk management and internal control systems
and for capital inadequacy? Fourth, how should such accountability be defined and determined (in terms of regulatory enforcement or public disclosure or both), and what is the
objective of holding persons or institutions accountable? Fifth, what should be the standard
for holding such senior management accountable for risk management and internal control
failures that result in substantial losses to the banks and/or jeopardize the national on global
banking and financial systems? These questions should be cautiously explored in developing
future reforms to large bank supervision and capital adequacy frameworks.
The path of least resistance for banking authorities faced with such challenges and business judgments will be to take no direct enforcement actions against elite banks for such
failures in this regard, but to pursue forbearance policies in the name of "market discipline."
The concept of "market discipline" as an emerging regulatory paradigm provides that the
market participants will allocate accountability for excessive elite bank risk-taking that actually or potentially results in substantial risk management and internal control failures and
losses under an increasingly "self-regulatory" regime. The pursuit of forbearance policies
by banking authorities, however, may lead to political intervention, loss of banking authority
credibility, and increased costs for resolution of ensuing bailouts.
However, effective market discipline will occur only if meaningful information regarding
elite bank risk management and internal control failures are disclosed to the public and/or
other government authorities. If significant elite bank risk management or internal control
failures occur, then the issues of accountability and compensation in terms of who will be
held accountable for the condition of the organization, and who will or will not be compensated in times of crisis become even more significant? The resolution of these issues
generally should be developed by consensus between the elite banks and banking authorities
under the public-private partnership framework. But, if the balance of power in the publicprivate partnership generally lies with the elite banks, then banking and financial interests
will generally govern the solution, and that solution will generally facilitate non-transparent
relations between elite banks and banking authorities.
V. Elite Bank Risk-Focused Supervision and Qualified Self-Regulation
The U.S. banking authorities' and the Basel Committee's approach as to elite banks has
generally resulted in the development of a regulatory and supervisory framework for elite
banks comprised of risk-focused supervisory oversight coupled with qualified "selfregulation." There is little question that elite banks generally possess far greater expertise
and resources to identify, measure, monitor, and manage complex risk exposures, using
sophisticated risk measurement and aggregation methodologies, than is available to most
(if not all) domestic banking authorities. The "risk-focused supervision" concept essentially
redirects responsibility and accountability for the design, development and implementation
of risk management and internal control systems to the elite banks themselves, subject to
general and objective (and, at times, subjective) standards for such systems established by
the banking authorities, and to supervisory oversight of such systems.
This approach admittedly leaves significant discretion to the elite banking community
(in terms of development and implementation of such systems, and the provision of timely
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and meaningful information generated by such systems disclosures to the banking authorities) and the banking authorities (in terms of relative degree of supervisory oversight and
enforcement of those systems and access or diligence in obtaining such information). The
nonbank activities of elite banks, carried on through financial holding companies, bank
holding companies, bank subsidiaries, and nonbank affiliates, may be subject to both supervisory oversight by the banking authorities and functional regulation by other respective
financial authorities, depending on the jurisdiction (particularly in the United States). The
elite banks operationally are increasingly managing their activities and systems along business lines on a more centralized basis, as opposed to distinguishing approaches based on
legal entities.
The risk-focused supervision framework essentially provides elite banks with substantial
discretion to develop, implement, and enforce risk management and internal control systems, subject to the development and application of objective and subjective supervisory
standards and narrowly focused supervisory oversight on material risks arising from elite
bank activities. The risk-focused supervision framework is also being used to refine appropriate risk-based capital requirements for elite banks. Finally, the banking authorities maintain substantial discretion on how to conduct supervisory oversight of large banks and
LCBOs under this guidance.
The movement towards risk-focused supervision and qualified "self-regulation" became
primarily evident through the Basel Committee's introduction of the Market Risk Amendment to the Capital Accord inJanuary 1996, as implemented by the U.S. banking authorities
and other authorities at the domestic level.36 There is little question that elite banks were
the "primary drivers" behind the Basel Committee's adoption of the Market Risk Amendment in its current form and its most significant aspect, the "internal models" approach for
determining market risk capital requirements as a basis for capital adequacy regulation for
elite banks with significant trading activities. The "internal models" approach authorizes
certain qualifying elite banks to develop and to utilize their own risk management (particularly, risk measurement) systems to measure capital requirements using models tailored
from the collection of "value-at-risk" (VaR) methodologies, subject only to certain quantitative and qualitative parameters established by the Basel Committee.37 The "internal
models" approach essentially provides elite banks with significant discretion to determine
their own market risk capital requirements using individually tailored VaR methodologies.
The Market Risk Amendment represented a paradigm shift in global bank supervision,
but the activities covered are a fairly small part of global risks assumed by the elite banks.
The far more significant impact of the Market Risk Amendment was the clear signal that
such an "internal models" approach could eventually be introduced for credit risk, in the
form of revised credit risk-based capital requirements under a new Basel Capital Accord.
The Basel Committee moved decisively closer to this state of affairs by proposing an entirely
new capital adequacy framework to replace the currently existing Basel Capital Accord in
June 1999, and then re-proposing this new framework in January 2000, updating it in June
2000, revising it in December 2001, and elaborating further on it in July 2002 (Basel I).8
36. See Basel Committee on Banking Supervision, Amendment to the CapitalAccordto IncorporateMarket Risks
(1996).
37. See, e.g., Darryll Hendricks & Beverly Hirtle, Bank CapitalRequirements for Market Risk: The Internal
Models Approach, in Federal Reserve Bank of New York, EcoNOMIC POLICY REviEw, at 1 (Dec. 1997).
38. See Basel Committee on Banking Supervision, A New CapitalAdequacy Framework (June 1999), as reproposed and revised. See Basel Committee on Banking Supervision, The New Basel CapitalAccord (July 2002).
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The new Basel II capital adequacy framework proposes a three-pillar approach towards
addressing credit risk: (i) "minimum capital requirements," (ii) "supervisory review of capital adequacy," and (iii) "market discipline." A review of the restated framework and subsequent statements by leading bank authorities indicates a clear intent to shift responsibility

for the design and implementation of credit risk capital requirements more to the banks
themselves under such an "internal models" approach2 9
The clear trend towards risk-focused supervision and qualified "self-regulation" is also
demonstrated by banking authorities' reluctance to regulate OTC derivatives markets directly. The U.S. and other banking authorities have conducted various studies of the OTC
derivatives market since 1993, and have weathered periods of significant market stress dominated by events involving OTC derivative activities. These events, including recent Russian
financial crises in 1998 and the financial LTCM debacle, arguably demonstrated that enhanced prudential standards and supervisory oversight of these activities may be desirable.4
Nonetheless, elite banks and their respective banking authorities jointly engaged in considerable efforts over the past several years to pre-empt any momentum towards adopting
any distinct "regulatory framework" for OTC derivative activities, and even meaningful
public disclosures of these activities. 4' Notwithstanding progress made in disclosure ofsuch
activities to banking authorities themselves as evidenced by Basel Committee annual surveys
of elite bank OTC derivative activities conducted over the past several years. These positions have been established and maintained notwithstanding available information that
suggests that OTC derivatives, and the handful of global elite banks acting as primary
dealers and counterparties in these instruments, collectively assert a dominant yet volatile
influence over spot and exchange-traded interest rate, foreign exchange and even equity
and commodity markets, and facilitate excessive leverage and illiquidity in such markets,
which (in turn) facilitate or exacerbate periods of market stress. 4 These trends are readily
For history of the new Basel Capital Accord, see www.bis.org/publ/bcbsca.htm (last visited Feb. 21, 2003). The
Basel Committee provided extensive further elaboration on Basel II on July 10, 2002.
39. SeeFederal Reserve Bank of New York, Consultative Paperon a New CapitalAdequacyFramework, available
at http://www.ny.frb.org/pihome/news/speeches/mcd990603.html (June 3, 1999). Also for a critique, see Christopher Olive, MarketRisk Capitaland the Basel InternalModels Approach: Some Preliminary Reflectionson the PublicPrivateModel, in INTERNATIONAL MONETARY AND FINANCIAL LAW IN THE NEw MILLENNIUM ch. 25 a. Norton
& M. Andenas eds., 2002). The Basel Committee received more than 250 comments on itsJanuary 2001 Basel
II proposal.
40. See, e.g., Basel Committee on Banking Supervision & Technical Committee of the International Organization of Securities Commissions (IOSCO), Frameworkfor Supervisory Information about Derivativesand
Trading Activities (1998); Bank for International Settlements, Report on OTC Derivatives: Settlement Procedures
and Counterparty Risk Management (1999); U.S. General Accounting Office, Commodity Exchange Act: Issues
Related to the Commodity Futures TradingCommission's Reauthorization,GAO/GGD 99-74 (2000).
41. This has occurred most visibly through the battle over adopting and implementing accountingstandards
for OTC derivatives, and in various regulatory authorities collaborating to stifle the CFTC's attempt to raise
and address various unresolved issues pertaining to OTC derivatives in its May 1998 Concept Release.
42. See, e.g., Bank for International Settlements, Central Bank Survey of Foreign Exchange and Derivatives
Market Activity, 30 Sec. Reg. & L. Rep. (BNA) 24, at 908, (1998) (reviewing preliminary opposition of U.S.
regulatory authorities to the CFTC Concept Release on OTC Derivatives, 63 Fed. Reg. 26,114 (1998)). See also
Basel Committee on Banking Supervision & Technical Committee of the International Organization of Securities Commissions (IOSCO), Recommendationsfor Public Disclosure ofTradingandDerivativesActivitiesofBanks
and Securities Firms (1999) (joint consultative paper). See, e.g., Bank for International Settlements, CentralBank
Survey of Foreign Echange and Derivatives Market Activity, Up, FENCED IN OR TAMED?, AMEX BANK REvIEW
(1995) (on file with author). For latest BIS analysis of the global OTC derivatives market activities, see its Press
Release of Nov. 8, 2002.
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acknowledged in several important reports issued by the U.S. President's Working Group
on Financial Markets, consisting of the U.S. banking authorities, Treasury Department,
SEC, and CFTC, but nonetheless significantly influenced by the banking authorities, and
43
in various post-1998 Basel Committee papers.
The risk-based capital amendments and proposals for the Basel Capital Accord and regulatory postures adopted for OTC derivatives markets are facilitated by a recent plethora
of "best practices" guidance for risk management and internal control systems. This guidance was developed and issued primarily through the Basel Committee in close consultation
with the elite banking industry and other international regulatory forums (e.g., IOSCO,
Joint Forum, and Financial Stability Forum).- The industry groups consulted in this regard
included the Counterparty Risk Management Policy Group, International Swaps and Derivatives Association (ISDA), the Group of Thirty, and the Institute of International Finance
(IF). 4s These reports focus primarily on the development and implementation of "best
practices" with respect to identifying, measuring, monitoring and managing credit risk,
market risk, operational risk and liquidity risk management, and managing relationships
with and risk exposures to highly leveraged institutions such as hedge funds.
The driving force behind the guidance issued to address these complex areas is the dangerously consistent occurrence of episodes of market stress, suggesting (ifnot demonstrating) that elite banks may not consistently implement and enforce risk management and
internal control systems. A careful review of these public-private efforts to develop guidance, and the market stress events and risk management and internal control failures on
which they are premised, also suggests that the recommended "best practices" are wellarticulated and user-friendly principles addressing complex matters (but not inherently
complex in themselves nor are they entirely new ideas to the elite banking community).
The guidance instead represents a series of ambitious restatements of fairly elementary risk
management and internal control principles already inherent in law, regulation, accounting
and common sense that elite banks, with their expertise and resources, already have integrated into their global banking and trading operations.

43. See Report of the President's Working Group on Financial Markets, Hedge Funds, Leverage, and the
Lessons of Long-Term CapitalManagement (1999); Report of the President's Working Group on Financial Markets, Over-the-CounterDerivativesMarkets and the Commodity ErchangeAct (1999). On Basel Committee papers,
see, inter alia, Publications No. 64 (1999).
44. See generally Basel Committee on Banking Supervision, Internal Audit in Banks and the Supervisor'sRelationship with Auditors: A Survey (2002); Basel Committee on Banking Supervision, Sound Practicesfor the
Management and Supervision of Operational Risks (2002); Basel Committee on Banking Supervision, Operational
Risk Management (1998); Basel Committee on Banking Supervision, Framework for Internal ControlSystems in
Banking Organisations(1998); Basel Committee on Banking Supervision, Frameworkfor the Evaluationof Internal
Control Systems (1998). See also Technical Committee of the International Organization of Securities Commissions (IOSCO), Risk Management and Control Guidancefor Securities Firms and their Supervisors (1998); Joint
Forum, Intra-Group Transactions and Exposures and Risk ConcentrationsPrinciples (1999) (consultation papers).
The work of the Basel Committee, IOSCO, and the Joint Forum (formerly known as the Joint Forum on
Financial Conglomerates, established in 1996 and consisting of members of the Basel Committee, IOSCO,
and the International Association of Insurance Supervisors (IAIS)), are generally well known in the international
financial law community. The Financial Stability Forum was developed following the G-7 Finance Ministers'
meeting in Bonn, Germany, in February 1999. The group consists of finance officials from both developing
and developed nations, regulatory authorities, central bankers, and members of international financial institutions. See http://www.fsforum.org.
45. See, e.g., Counterparty Risk Management Policy Group, Improving CounterpartyRisk Management Practices (1999).
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Nonetheless, elite banks and their banking authorities have repeatedly been caught in
significant risk management and internal control failures in recent times. The specific institutional and regulatory failures include, among others, the well-known Barings Bank plc,
Daiwa Bank (New York) and Sumitomo Bank "rogue trader" episodes of 1995-1996, the
NatWest derivatives pricing/internal control debacle and similar failures in 1997, and the
money laundering scandals involving the Bank of New York and other major U.S. and
European global banks of August 1999-present.- The more significant "industry" failures
certainly include the OTC derivatives and counterparty credit episodes underscoring the
Asian and Russian financial crises over 1997-1998, and most importantly the LTCM epi47
sode of 1998, and the current Argentine and Brazilian financial crises respectively.
These above referenced examples cumulatively suggest that the risk management and
internal control standards established through Basel Committee and U.S. banking authority guidance may not, from time to time, be successfully implemented or meaningfully self-enforced by the elite banks. The intellectual frameworks for risk management
and internal control systems have undoubtedly been organized and articulated to the elite
banking industry through the Basel Committee and U.S. regulatory channels. The collective motivation and incentives for elite banks to successfully implement and meaningfully enforce these standards appear to be absent or compromised by profitability concerns. An important question in this regard is whether the appropriate ingredients for
"market discipline" are lacking because of complexities underlying the implementation
and enforcement of these systems in complex global financial markets, or because of
voluntary, knowing, or subliminal decisions rendered at the middle or highest levels of
elite bank senior management to avoid full enforcement of systems given perceived effects
of such enforcement on elite bank profits.
The Basel Committee (and U.S. banking authorities) may have presupposed too much
at the outset by assuming that "market discipline" incentives implicitly would guide the
elite banks to implement and meaningfully to enforce their own comprehensive risk management and internal control systems. The recent financial market events, particularly with
respect to the LTCM episode and FRB-induced private-sector bailout, exhibited clear elite
bank breakdowns or outright failures to enforce risk management and internal control
systems at the highest levels of these institutions. The relative absence of banking authority
enforcement actions or consent orders against elite banks addressing such failures as "unsafe
and unsound" banking practices in the U.S. or addressing the periodically excessive risk
exposure incurred by elite banks in OTC derivative activities, arguably demonstrates that
U.S. banking authorities may be unable or unwilling to hold elite banks directly and fully
accountable for their actions or omissions in this regard. How all this "sounds" for the

46. See, e.g., Joseph Norton & Christopher Olive, Globalization of FinancialRisks and InternationalSupervision
of Banks and Securities Firms: Lessons from the BaringsDebacle, 30 I, 'L LAw. 2, at 301 (1996); R.T.I. Moonen,
The LTCM Crisis and its Consequencesfor Banks and Banking Supervision, FINANCIAL IMARKET
TRENDS, No. 73,
at 97 (June 1999) (reviewing facts and circumstances behind LTCM "hedge fund" debacle and bailout); Sharon
Walsh & Kathleen Day, Money LaunderingSuspected: Russian Mob Said to Send Billions Through N. Y. Bank, WASH.
POST, Aug. 20, 1999, at E01 (reviewing facts and circumstances behind inquiry involving Bank of New York
and laundering of Russian mafia funds, possibly including commingled IMF funds previously distributed to the
Russian Government).
47. See, e.g., Basel Committee on Banking Supervision, Supervisory Lessons to be drawn from the Asian Crisis
(1999); Basel Committee on Banking Supervision, Sound Practicesfor Banks' Interactionswith Highly Leveraged
Institutions(1999).
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viability of the newly evolving public-private partnership in banking supervision remains,
at minimum, highly problematic.
VI. Concluding Observations
The genesis of systemic capital impairment is traceable to basic conflicts in the role of
government intervention in banking systems and international financial markets. The role
of government in this sense is necessarily defined by the parameters of the public-private
partnership, however. The imposition of more stringent and detailed risk-based bank capital
requirements, without more, cannot unilaterally resolve this issue without changes in the
public-private partnership dynamics regarding supervisory oversight and enforcement of
risk management and internal control systems. The major issues relating to bank capital
adequacy now focus on the changing nature and transparency of risk measurement techniques, including valuation and revaluation of complex OTC derivatives, and other financial
instruments and structured transactions, and portfolios thereof, in the context of domestic
and international, legal and economic events. The application of the aforementioned objectives to address elite bank capital impairment should be conducted with a clear understanding of the various significant interests, relationships and linkages which establish the
boundaries and pressure points of the public-private partnership. The framework for risk
management and internal control systems needs to establish a careful and transparent rebalancing of power such that elite banking interests do not unduly influence or overcome
the "safety and soundness" interests of banking authorities.
In general, a breakdown in the public-private partnership will usually precede the manifestation of elite bank or banking system crises such that it becomes difficult or impossible
to isolate the independent effects of an ensuing crisis. The success of rebalancing the publicprivate partnership may well be inherent in the continued evaluation application and analysis of the risk-focused supervision and examination schemes for elite banks by the banking
authorities. The effectiveness of elite bank risk-focused supervision and examination techniques will depend on many things, but primarily on the ability of examiners to identify
and measure the risks presented by a given large bank or LCBO. The success of this approach will also depend on bank examiner expertise, independence, and access to proprietary information and to senior management and internal audit functions and understanding
of present or emerging risks to the banking industry in its entirety through the examination
process.
The most important challenges in this regard, however, include the following. First,
ensuring that elite banks actually implement their risk management and internal control
systems and use them as they are intended, and that examiners are actually able to identify
and measure complex anomalies generated by these systems or otherwise or significant
changes in elite bank risk profiles in a timely manner. Second, ensuring that the supervisory
issues noted from bank risk management and internal control systems and/or during examinations or ongoing monitoring are actually raised directly to the appropriate bank senior
management and addressed or resolved in a timely manner. The bottom line is that if
examiners do not correctly identify and measure critical risks in particular business lines,
they may go unaddressed until events overtake the respective institutions.
The LTCM debacle presents an excellent example of this because, quite clearly, bank
examiners were not aware of the material risks incurred by elite banks in their lending and
OTC derivatives counterparty activities with the hedge fund could cause to respective large
banks and LCBOs through OTC derivatives counterparty activities and other credit-related
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activities with the hedge fund. The large banks and LCBOs involved in this episode clearly
did not implement or enforce their own credit risk or market risk management and internal
control systems with respect to LTCM (and presumably other hedge funds and highly
leveraged clients). Additionally, bank examinations are generally not designed to reveal
operational risks such as insider fraud. Finally, bank examiners are enormously challenged
by the complexity and diversity of bank risk management systems that utilize differing
"internal models" to measure and account for risk on a real-time basis.
Large banks and LCBOs each undoubtedly design and apply "internal models" to measure market risk and credit risk that reflect their individual risk profiles. As such "internal
models" are designed to be applied to specific risk profiles; elite bank internal risk models
will likely differ even if intended to cover similar risk profiles. This ultimate "model subjectivity" renders it quite difficult for bank examiners, who are trained to rely on more
objective bank models and measurements, to assess similar risks in a consistent manner. Of
course, the accuracy of the output of these "internal models" depends on the nature of the
input data used, and much of this input data is derived from internal and proprietary valuations of financial instruments such as OTC derivatives. There is little question that the
"internal models" approach to risk-focused supervision of elite banks is in its infancy, and
the banking authorities will need to take every step to ensure that their supervisory process
does not get marginalized.
To summarize, banking authorities in developed nations in seeking to create the desired
conditions for stability, predictability, and safety and soundness in their increasingly
global financial markets have tended towards "risk-focused supervision" coupled with a
qualified form of "self-regulation" vis-a-vis the major international banking institutions.
This undoubtedly ties the potential for success to a proactive, constructive and transparent "public-private partnership." However, the ultimate question remains whether the
international regulator/supervisors and international banks are up to the task of their
new-founded "partnership" and whether the creation of an elite group of international
banking institutions will prove a wholesome event in the evolvement of a "global financial
system. ' 4s The duties of these new functions are expanding continuously, and this leaves
open, serious fundamental questions of due process and compatibility with the core functions of financial institutions.

48. The reliance on financial institutions asagents of governance did not remain confined to the area of
self-regulating their own "safety and soundness." Instead, for example, through aset of anti-money laundering
regulatory requirements, financial institutions, in a very broad sense, are increasingly required to police the
illegal activities of other private actors acting individually or in organized criminal groups. As most recently
emphasized by the U.S. Treasury Department's General Counsel, financial institutions and their related professionals "have become the ears and eyes of the government... and, whether [they] like or not, [they] all have
been deputized... It is a default mechanism because we [i.e., governmental authorities] do not have perfect
intelligence, so we have to do something else, and that something else iswatchfulness." See reported remarks
of U.S. Treasury Department General Counsel David Aufhauser made on October 23, 2002 concerning the
USA PATRIOT Act in 79 BNA Banking Rep. No 16, at 682-683 (2002). For further discussion, see Joseph
J. Norton & Heba Shams, Money Laundering Law and Terrorist Financing:Post-September 11 Responses-Let Us
Step Back and Take a Deep Breath? 35 INTL LAW. 103 (2002); and Norton & Shams, supra note 10.
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